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EDITORIAL DEPARTMENT NOTE 


Another set of reports will be added to those already required 
chan the Olas of Price Administration issues shortly to some 25,000 
American business corporations requests for financial information 
for the year 1941 and first quarter of 1942. For the long-suffer- 
ing accountant there may be some consolation in that these 
report forms have been issued only after mature consideration and 
after consultation by OPA with the four 


national accounting associations—. tion, 
American Institute of Accountants, Controllers’ Institute, and Na- 
tional Association of Accountants. committees 
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were held, resulting in some sim 
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THE NEW OPA FINANCIAL REPORTING FORMS 


By William W. Werntz, Consultant, 
Office of Price Administration, Washington, D. C. 


corporations will be asked to file with the Office of Price 
Administration basic financial information for the year 1941 and 
the first quarter of 1942. This request will initiate a program of 
interim and annual reports designed to furnish the Office of Price 
Administration with general financial information as a background 
for the more specific detail of inquiries as to prices, unit costs and 
other data relevant to the problems of price control. Annual re- 
ports are asked to be filed within one month after the date of the 
request, or within three months after the close of the company’s 
fiscal year, whichever is later. The interim reports are to be filed 
within one month from the date of the request or one month from 
the close of the quarterly or comparable period, whichever is later. 
In both cases, however, appropriate provision is made for exten- 
sion of the time of filing if the stipulated dates would result in 
undue hardship. 
Other Possibilities Considered 


A general reporting program was decided upon only after a 
great deal of thought had been given to two other obvious possi- 
bilities: first, using material already on file with other govern- 
mental agencies or published in commercial and financial services ; 
and second, requesting information as the need therefor became 
apparent from the study undertaken in connection with the pro- 
mulgation or reconsideration of price schedules as to specific com- 
modities. Indeed, the questions heard asked most frequently are: 
“How can you use general data such as balance sheets and income 
statements in studying and setting ceilings for the prices of specific 
commodities?” and “If you must have this general information, 
why don’t you use what is required to be filed with the Securities 
and Exchange Commission, the Federal Trade Commission, or the 
Bureau of Internal Revenue, or which has otherwise been made 
public?” Those are fair questions to which the business man and 
the public are entitled to an answer. Therefore, before describing 
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the forms that are being sent out, I would like to put down the 
reasons which justify the proposed program. 


Financial Information on Smaller Businesses Not Available 


First, the most striking fact about financial information as to 
most of our smaller business companies is its absence. For the 
most part only large, national companies have securities listed on 
national securities exchanges and are therefore required to file 
regularly with the Securities and Exchange Commission. Even if 
we add those companies which have sold in the last few years 
large enough blocks of their securities to be required to file annual 
reports with the Securities and Exchange Commission the cover- 
age is still limited to about, say, 2,500 companies, not counting their 
subsidiaries as separate units. The groups which have contributed 
to the Federal Trade Commission’s survey of Industrial Corpo- 
ration Reports are, if anything, even smaller and overlap to a very 
large degree with the Securities and Exchange Commission group. 
Yet according to figures for corporations filing income tax returns 
in 1940 there were some 69,000 which had assets of $250,000 or 
more, of which over 30,000 were engaged in wholesale and retail 
trade, manufacturing, construction, mining and agriculture. Thus 
it is clear that the sources mentioned do not provide information 
about the multitude of small and medium sized businesses that 
occupy so large a part of our economic affairs and are consequently 
of such significance in the problems of price control posed by the 
Emergency Price Control Act of 1942. 


Time Lag for Tax Returns 


It is true that all of these companies file annual income tax re- 
turns including a balance sheet, a computation of taxable income 
and a surplus reconciliation. In arriving at net taxable income 
some classification of “deductions” is made—the term “deductions” 
is used intentionally to contrast the items with “expenses” in the 
ordinary accounting and business sense—for the two concepts are 
by no means the same. However, even if we lay aside for the 
moment the problem of legal accessibility, these reports suffer from 
a variety of weaknesses when their utility to the solution of prob- 
lems of price control is at issue. They, like the reports to the Se- 
curities and Exchange Commission and the Federal Trade Com- 
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mission, are on an annual basis and so would not become available, 
on the average, until about eighteen months after the beginning 
of the period they cover and, say, six months after the close of that 
period. That timing allows at most only three months, from the 
time they are required to be filed, for their handling and assembly 
in a form useful to the Office of Price Administration, for their 
compilation by industry or commodity groups, and for their study 
and analysis. If the extensions commonly granted be considered, 
the time lag will be proportionately increased. But problems of 
price control cannot be expected to go unsolved until such data 
become available. It seems quite clear that information more cur- 
rent than such reports would furnish is essential if price control 
is to keep step with business. The proposed program is for annual 
and abbreviated quarterly data from which, estimated though it 
may be, something may be learned not only about last year or the 
year before, but also about last month and the month before. 


Tax Data Unsatisfactory for Purpose 

The tax returns, moreover, suffer from a technical difficulty 
that is even more real and troublesome than the time lag problems 
just mentioned. Tax returns, after all, are just that—computations 
of net taxable income. They are primarily concerned with arriving 
at a total of what the tax statutes and regulations define as gross 
income and the total amount that may, in accordance with the 
words of the statute and the text of the regulations, lawfully be 
deducted therefrom. It is not very hard to show that what is con- 
sidered to be “gross income,” “deductions” and “net taxable in- 
come” has, because of changing legislation and new court decisions, 
varied more over past years (and probably in the future) than 
what is considered businesswise and accountingwise to be “sales 
and other income,” “expenses” and “profits.” The statutory nature 
of such concepts as percentage depletion, unallowable reserves, the 
March 1, 1913, date, the depreciation “basis,” the tax-free reor- 
ganization, and non-taxable dividends and interest, to say nothing 
of capital gains and losses, loss carryovers and the like, is so well 
known as not to require comment. 

For our purposes the standard commercial services such as 
Moody’s, Standard and Poor’s, and Dun and Bradstreet’s not only 
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suffer from lack of coverage and uniformity but also the statements 
they include are not subject to the sanctions applicable to all re- 
ports to government agencies. Most businesses also have prob- 
ably had to file financial reports for credit purposes with various 
banks and, for statutory purposes, with appropriate state author- 
ities. Even if such reports were in all cases adequate in scope for 
our purposes and were fully comparable, which is not the case, the 
problem of prompt assembly would be unsurmountable. 


Regular Reports or Requests for Information as Needed? 


Such considerations have been convincing that, assuming the 
need for such general data, direct collection from the companies 
themselves is the only feasible solution. The problem then is 
whether to have a regular, recurrent reporting scheme supple- 
mented by special inquiries where necessary, or whether to re- 
quest no information until a specific problem arises and then to 
request not only the filing of general financial information but also 
the submission of whatever data may be specially relevant to the 
problem at hand. Such a decision is not an easy one to mahe and 
there is much to be said in favor of each method. More persuasive 
appear to be the arguments in favor of a program for regular 
reports. 


Regular Reports Less Burdensome 
In the first place, the difficulties involved in furnishing quarterly 
information, or indeed annual financial information in a particu- 
lar form or degree of detail, are at a minimum when it is known 
in advance that reports in a prescribed form are to be made 
up shortly after the close of the period covered. In such case, ap- 
propriate preparations may be made and the report filed at a time 
when the operations of the period under report are still fresh in 
mind. On the other hand, to furnish quarterly statements retroac- 
tively may be impossible if no break was made at the close of the 
quarterly periods. Moreover, the effort of retroactively recasting 
even annual statements to furnish data in specified form and detail 
cannot fail to be much greater than where it is known in advance 
what is wanted. 
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Duplication of Requests If No Regular Reports 


In the second place, there is the definite probability that in the 
case of multi-product companies, problems (and hence the need 
for data) may originate from two or indeed several independent 
sources and at quite different times. It seems quite likely as a re- 
sult that more than one and perhaps several requests might be 
made of a company to furnish about the same information. Nor 
would it be possible, in view of the multitude of companies and 
products involved and the diverse origin and timing of such re- 
quests, to establish a procedure whereby duplication of requests 
could be wholly avoided, or the information requested on given 
subject matter required to be identical in form and detail. On the 
other hand, it is more than likely that as.a result of requests stem- 
ming from special problems all or nearly all companies would 
sooner or later be asked to furnish continuous financial data, at 
least for the entire period beginning with 1941. If this assumption 
is correct, or is correct with respect to the great majority of com- 
panies, then it seems inevitably simpler, more orderly and more 
satisfactory to obtain such data by a general request for recurrent 
regular reports, the scope and detail of which will be known in 
advance. Moreover, price decisions to the extent based on such 
data need not be held up, as would be the case where no informa- 
tion was on file and it became necessary to go out and get it when 
the specific problem arose. 


Reduction in Requests for Information Where Regular Reports 


In the third place, the mere existence of a reservoir of financial 
information will effect a net reduction in the amount of informa- 
tion requested. Where no general information about a particular 
industry or company is available conjecture and even suspicion are 
invited, since there is always the possibility that a bad situation is 
going unnoticed. If for one reason or another a question is raised 
as to an industry or company, the only course is to request data 
about it. Such requests would call not only for general financial 
information but also for a fair amount of detail—sufficient at least 
to uncover the situation and answer the question raised. It would 
be most difficult to deny the propriety of requesting anything even 
possibly relevant to the questions involved. On the other hand, 
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where general data are available, a great many of. the questions, 
doubts and even charges can be answered satisfactorily therefrom. 
At worst, necessary supplemental inquiries can be confined to an 
exploration of those areas in which conclusions drawn from the 
general data are uncertain or unfavorable. 
Saving of Time in Connection With Investigations 

In the fourth place, a good deal of time will be saved for those 
small and medium sized companies which, while well and favor- 
ably known in their localities or trade circles, have not sought or 
attained such size and national reputation as to be well-known even 
in broad outline. If question arises as to one of these, perhaps as a 
result of a request for special treatment under a given price sched- 
ule, it would be necessary to send a man into the field to make an 
examination of the company. It might well be necessary for the 
investigator to spend a good deal of additional time with the com- 
pany, possibly with considerable inconvenience to the company’s 
personnel and interruptions of their regular duties, while the gen- 
eral background data are assembled. It might even be necessary 
for him, after becoming familiar with the general data, to go over 
the problem with his superiors to determine what if any detailed 
investigation is desirable and can be made. Such procedures take 
time, and time is generally of the essence to the fair handling of 
such requests. Where the general data are already on hand, such 
preliminary work can instead be completed before leaving the office. 
The actual work in the field is expedited and can be confined to the 
matters specifically raised by the particular request and not 
answered in the general form on file. It must also be remembered 
that an individual request for special treatment can seldom be dealt 
with alone. Instead, it would seem necessary that general informa- 
tion about the industry would have to be assembled and consid- 
ered. Hence, a single hardship case would often, if not always, 
precipitate a request addressed to the entire industry. 


Periodic Reports Facilitate Continuing Review of Price Schedules 

Finally, the problem of administering the 1942 Act is a con- 

tinuing one and is not settled once and for all by the promulgation 

of a price schedule for a particular commodity. The effect of the 

price schedules as reflected by the results of subsequent operations 
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will necessarily have to be studied. The impact of outside forces 
and of conditions arising subsequent to the adoption of a schedule 
will have to be kept under observation and may indicate the need 
for revision or modification of a schedule, upwards or downwards. 
To attempt by special and sporadic requests to obtain the necessary 
general financial data essential to such a continuing process of re- 
view and appraisal seems to me obviously most inefficient and in- 
appropriate. Here above all the efficiency and value of a recurrent, 
regularized reporting program becomes evident. 

More Than Product Costs Needed 


This leaves the other question. Of just what use or relevancy 
to the problem of the price control of specific commodities are 
these general financial data? In the case of most companies they 
cover—without breakdown—several products, sometimes related, 
sometimes not. There is usually an accompanying question: Why 
do you need more than product costs, direct and indirect? There is 
a short answer to this. The 1942 Act directs in Section 2(a) that 
the Administrator in establishing maximum prices “shall make 
adjustments for such relevant factors as he may determine and 
deem to be of general applicability, including . . . general in- 
creases or decreases in costs of production, distribution, and trans- 
portation and general increases or decreases in profits earned by 
sellers of the commodity or commodities, during and subsequent 
to the year ended October 1, 1941.” 

It seems impossible to give effect to this statutory direction ex- 
cept by apprising oneself, first of all, of what the overall profits 
cf sellers are, period by period. Nor can proper effect be given to 
the language by examining merely final “net profit” figures. Ac- 
counting has not, and probably never completely will, come to the 
point where final “net profit” is so definite and so rigid a concept 
as to be entirely conclusive and self-sufficient as the sole meas- 
ure of “profits earned” or indeed completely and uncontrovertibly 
comparable from company to company and year to year. One 
would be on very treacherous ground if he sought to base his con- 
clusions solely on “net” or a change in the “net” without having 
a rather clear understanding of what has been included or de- 
ducted in arriving at the “net.” When one considers the varia- 
tions possible in the relatively indefinite items such as deprecia- 
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tion, charges carried to reserves of various sorts, and the expenses 
subject to more or less managerial discretion such as advertising, 
publicity, and officer salaries and bonuses, it is apparent that “net” 
needs explanation for sound use. Of course, the general form can- 
not in all cases fully explain the “net,” but at the very least it can 
in many instances point to the areas in which further study is 

necessary. 


Over-all Resulis Needed for Judging Allocations to Products 


Even if it were determined to approach the problem of prices 
solely and entirely with a view to covering the computed cost of 
production on a unit basis, it would be necessary to my mind to 
give consideration to over-all results. Where two or more com- 
modities are produced by a single company, or where a commodity 
is turned out in two or more grades, and especially where two or 
more items are the joint result of one productive process, the allo- 
cations of the costs of production between the several items are 
subject to considerable error, and the propriety of the bases used in 
allocating such costs can be the subject of widely different and 
often contradictory opinions. Overriding all such problems is the 
question of what disposition is to be made of such corporate costs 
as Officers’ salaries, administrative expenses and the like. Fre- 
quently, the issue will not be how to allocate an item between prod- 
ucts but whether a particular expense is a cost of production or, 
for example, whether it is proper to make allowance in the form of 
an expense for various contingencies. Consider here for example 
this series of items: normal depreciation, accelerated depreciation, 
technical obsolescence, sabotage, obsolescence upon cessation of the 
emergency, and the costs of conversion to a peacetime economy. 
One must first decide the extent to which such items may properly 
be treated as a part of total cost of production before he can take 
up the question of allocation between products. It seems obvious 
that general financial data and over-all figures are essential to the 
consideration of such question. 


Information to be Obtained 


The proposed forms will furnish a reasonable amount of infor- 
mation as to the nature and results of the financial operations of 
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individual firms and, by compilation, of industries.* It will be 
possible, for example, to compile for each industry, or for a group 
of companies producing a given product, such significant over-all 
items as sales, cost of goods sold, operating profit and net profit 
before taxes. It will also be possible to relate these to the usual 
financial bases such as inventories, fixed assets, and capital, both 
invested and earned. It will be possible perhaps to gain some gen- 
eral knowledge as to the relations existing in an industry between 
the prime production costs—labor, materials used, depreciation and 
other overhead. Where a question arises as to a particular com- 
. pany, it will be possible to go a good deal further into the opera- 
tions and to relate such specific product costs as are obtained to its 
general operating results. These are important and relevant ques- 
tions. Adequate knowledge about the underlying general data is 
necessary to an informed solution and to a fair and effective ad- 
' ministration of the Emergency Price Control Act. . 

I want now to take up the information requested by the proposed 
forms and to outline some ef the reasons which led to this par- 
ticular selection of questions to be asked and financial data to 
be gotten. 


Reports Customarily Prepared Would Not Supply Needed Data 


It is apparent that there are several different ways in which the 
problem can be attacked. One solution would be to ask in the 
broadest possible terms for whatever financial statements a com- 
pany customarily prepares—and to specify in no way either the 
type of statement to be furnished or the degree of detail to be 
given. Such an approach has numerous and obvious faults. In the 
first place, most companies, even small ones, prepare a consider- 
able variety of financial statements for different purposes, such as 
tax returns, stockholders’ reports, statutory statements for state 
corporation commissions, and credit reports, to say nothing of the 
great array that may have been gotten up for internal use. More- 


_ *Of course, industry compilations must be made and used carefully. It 
is not to be supposed that the figures for all companies making a given 
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" grouping blindly would give undue weight to the large company. In such 

case, the compilations would clearly have to include a breakdown of any 
of total figures so as to show the group of smaller companies separately. 
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over, the degree of detail would vary so widely between companies 
as to make satisfactory compilation, and in a great many cases 
even comparative analysis, quite impracticable. If the request 
were confined to a particular category of reports customarily pre- 


pared, such as stockholders’ reports, these objections would be only — 


lessened and not at all overcome. The difficulties involved in other 
kinds of required reports such as tax returns and those made to 
the Securities and Exchange Commission and Federal Trade Com- 
mission have already been pointed out. 
Other Extreme Likewise Undesirable 

At the other extreme one might go to very great lengths in pre- 
paring comprehensive forms in such detail that, at the cost of a 
multitude of unfilled-in lines for a particular company, all com- 
panies would be provided with specific captions and instructions 
covering their particular needs. Such an approach would contem- 
plate, and the bare forms would require, a veritable galaxy of in- 
structions, sufficient to indicate as to each of the myriad types of 
business companies and as to each major idiosyncrasy how the fig- 
ures should be fitted into the requirements. A somewhat related 
but equally complex approach would permit the use of more gen- 
eralized items in the forms but would exact in compensation a 
reconciliation, so to speak, between the trial balance of the com- 
pany and the lines of the forms. This vould permit each company 
to retain its own classifications but would require a listing of each 
of its accounts included in a given caption on the forms. Both of 
these approaches appear to be impracticable, particularly when one 
considers that the request is to be addressed not to a small group 
of a hundred or even a thousand companies, but to at least 25,000. 
To provide by detailed instructions even for the major variations 
would result in a many-paged instruction book and would require 
each company to ferret out such portions as were applicable to it. 
It would require also a vast amount of review and analysis of the 
reports filed to satisfy doubts as to whether the instructions had 
been carefully followed and to ensure that the reports were suffi- 
ciently exact for statistical purposes. In terms of man-hour effort 
on the part of both business and government, the cost of either ap- 
proach is prohibitive. 
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Information Required by Forms 


What the proposed forms seek to do is to incorporate the maxi- 
mum flexibility and simplicity that is consistent, on the one hand, 
with the need for rapid and accurate compilation of results of sat- 
isfactory accuracy and, on the other hand, with the degree of de- 
tail essential to a reasonable analysis by companies and by groups. 
The particular selection of asset, liability, expense and income 
items required to be segregated could be, of course, the subject of 
endless debate and it is doubtful that any two persons would hit 
upon exactly the same breakdowns and subdivisions. What the 
forms attempt is to set forth the vital classifications, but to leave 
them sufficient in breadth to be comparable between companies 
despite the existence of rather diverse breakdowns in different 
companies. The cost of goods sold statement requires a somewhat 
finer analysis, in the more or less conventional form, but the whole 
statement is tied to an instruction which permits those companies 
having specialized cost systems, which do not turn out this par- 
ticular breakdown, to substitute therefor a schedule setting forth 
a reasonably detailed breakdown of costs as regularly computed 
by them. Such flexibility, which seems demanded by the circum- 
stances if the form is to be workable, leaves a great deal up to the 
good judgment and common sense of whoever is charged with the 
duty of preparing the data. It requires honest and conscientious 
cooperation. If it receives both, the results will be more informa- 
tive, fairer, and more useful than could be secured under any 
single specified breakdown analysis. The present form of cost 
schedule should cover most if not all of the less complex and more 
or less conventional accounting systems. The exempting instruc- 
tion will enable compliance by the more highly developed and spe- 
cialized systems frequently encountered. 


Flexibility Provided 

Much the same sort of flexibility is introduced in most of the © 
schedules by the use of blank lines designed to be filled in with 
captions appropriately descriptive of special conditions. Thus, in 
the cost of goods sold statement there are four blank lines follow- 
ing such specified items as maintenance and repairs, depreciation, 
and research and development expenses. These blank lines are 
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intended to give recognition to the peculiarities of the particular 
company. If costs not properly includible in one or another of the 
specifically designated captions amount to a fair proportion of total 
costs, these blank lines are to be used to describe the nature and 
show the amount of the significant elements of such “other costs.” 
Similar provision is made for the description of inventories and, 
in the balance sheet, for such items as miscellaneous current assets, 
other assets, current liabilities and so on. Such flexibility may leave 
a good deal up to the accountant, but at the same time, it gives him 
the opportunity to make a fair and informative disclosure of the 
facts. While the items included on lines which the forms leave 
blank are not subject to statistical compilation (except as part of 
a total of all blank lines in a given category) they will be very use- 
ful and informative when an individual company is under study. 
Considerable Latitude Allowed 

In a number of instances where specific segregation is requested, 
considerable latitude is extended through the medium of instruc- 
tions which permit the use of estimates, to be so indicated, where 
the accounting procedures of a company are of such a nature as 
to make the required segregation impracticable. It may be éxpected 
that such permissions will be availed of more in first reports on 
the forms than in later ones, since frequently it will be possible, by 
making relatively minor changes in the way the accounts are kept, 
to accumulate the specific information requested in the forms, thus 
avoiding the need for estimates. It is also expressly provided in a 
general instruction that, in the quarterly reports, estimates may be 
used for such items as inventories, depreciation and taxes, if defi- 
nite amounts therefor are not provided on a quarterly basis by the 
accounting system of the company. Finally, there exists a general 
instruction permitting the omission of any required information 
which is unknown and not reasonably available to the reporting 
company without undue effort or expense. In such case, however, 
it is required that there be set forth such data on the subject as can 
reasonably be given, together with a statement showing clearly 
why it would be unduly costly in time and money to furnish the 
exact information required. 
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Non-Financial Information 


Space will not permit a detailed statement of the reasons why 
each of the several items are requested by the schedules. In any 
case, the majority of the captions are self-explanatory. It may, 
however, be worth while to give in broad outline the general char- 
acter and functions of the several items, statements and schedules. 
In the annual report, certain non-financial information is requested 
as a basis for the better understanding of the statements required. 
Items 1 and 5, dealing with affiliations and management, will dis- 
close whether the reporting company is an independent or is one 
of a group united through stock ownership or other means of 
control, and will identify briefly the persons exercising the prin- 
cipal executive functions. 

Items 2, 3, and 4 seek to obtain a characterization of the kind 
of business in which the company is engaged, the methods used 
in distributing its products or services, the relative importance of 
its various products and the nature and significance of the various 
plants and other properties which are dedicated to its productive 
operations. In each case, this description applies to the reporting 
company, and not to subsidiaries. As to the latter, it is merely re- 
quired that the productive functions assigned to subsidiaries, as a 
group, and their relation to the reporting company’s own business 
operations be briefly described. Wherever it is desired that a sub- 
sidiary’s business be described in greater detail, the subsidiary it- 
self will be asked to file a separate report. Item 6 requires dis- 
closure of developments occurring in the final quarter of the year 
under report in such important areas as wage rates, raw materia! 
prices and major accounting policies. 

Generally speaking, the interim reports required as of the close 
of the first, second and third quarters will ask merely for signifi- 
cant developments during the respective quarter in the major fields 
covered by the annual report. The requirements are so worded 
that once such a development is reported it need not be repeated 
in subsequent quarterly or annual reports. The principal excep- 
tion to this rule relates to the list of affiliates and plants in the 
annual reports. A complete list of each is required in each annual 
report. 
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Parent and Subsidiary Companies 


The remaining item in both the quarterly and annual reports 
calls for the furnishing of certain financial statements and sched- 
ules. These are to be filed for the reporting company on an indi- 
vidual, corporate basis. In addition, if the reporting company cus- 
tomarily prepares statements which consolidate its accounts with 
those of one or more of its subsidiaries, statements consolidated 
on the basis it customarily uses are required to be furnished. The 
individual and consolidated statements required are to be submitted 
so far as practicable in columnar form. If the reporting company 
so desires, there may be inserted in the columnar statements addi- 
tional columns showing individual statements for each of one or 
more of the consolidated subsidiaries. Separate sets of statements 
may also be filed, if desired, for any of the unconsolidated, major- 
ity-owned subsidiaries. 

While individual statements for subsidiaries are not required in 
the report of the parent, it may nevertheless be of advantage to the 
reporting company to include them, for if separate statements are 
included for a subsidiary and if such a subsidiary is itself required 
by the Office of Price Administration to file reports, the separate 
report filed for this subsidiary may omit financial data and need 
only include answers to items 1 through 6 in the annual report and 
items 1 and 2 in the quarterly report. It need not, in such case, 
answer the request for financial statements except to give a specific 
reference to the report of its parent and to indicate that its indi- 
vidual statements are included therein. The choice is thus left to 
the company. When a parent and several of its subsidiaries are’ 
asked to file reports, individual financial statements are required 
for each company asked to file—but such statements may be in- 
cluded either in the parent’s report or that of the subsidiary, which- 
ever may be more convenient and better adapted to the accounting 
organization of the group. However, the filing procedure adopted 
for the first interim report of a given year must ordinarily be con- 
tinued in all records for that year. 
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Cumulative Quarterly Reports 


In the annual reports the statements are, of course, to be filed 
as of the close of the fiscal year and cover the entire year’s oper- 
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ations. In the interim reports required to be filed as of the close of 
the first, second, and third quarters the balance sheet is as of the 
close of the respective quarter. The profit and loss and cost of 
goods sold statement will be cumulative and will show totals for 
the entire period from the beginning of the current fiscal year to 
the close of the respective quarter. The income statements will 
thus cover 3, 6, 9 and 12 months respectively. This procedure 
seems preferable to one requiring four 3-month statements plus 
a 12-month statement, since it reduces the number of filings per 
year to four instead of five. What is more important, it avoids the 
difficulties inherent in a separate statement covering the fourth 
quarter only, with its year-end adjustment problems and its pecu- 
liarity of accumulating and offsetting all erroneous estimates of the 
preceding nine months. In many cases, the concentration of such 
adjustments in the fourth quarter would involve amounts so large 
in relation to the figures for only three months’ operation, as to 
distort seriously the picture. 

The Income Statement and Balance Sheet 

This brings us to a description of the specific statements and 
schedules called for. The first is the profit and loss or income 
statement. Substantially, it consists of no more than sales, cost of 
sales (with a similar breakdown of revenues and expenses relating 
to services) selling, general and administrative expenses, interest 
expense, other income and deductions, identified where significant, 
and federal income taxes. In the quarterly report the changes be- 
low operating profit need not ordinarily be separately stated. 
Schedule III of the annual report requires an analysis of changes 
in surplus. This schedule is omitted in the quarterly report. 

The second major statement is the balance sheet. In the annual 
report there are required twenty-seven specified items and eleven 
totals or netted amounts designed to facilitate certain desired stat- 
istical tabulations. In addition sixteen blank lines are provided for 
detailing the significant items not specifically provided-for. The 
interim balance sheet is condensed by eliminating reserves appli- 
cable to particular assets and by ordinarily requiring no breakdown 
of miscellaneous items. It thus has only nineteen specified captions, 
seven totals, and no blank lines. Even in the more complete annual 
report the required categories are believed to be fully consistent 
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gories, but also with the more specific requirements of the forms 
used by the principal government agencies. In many cases com- 
binations of two or more items frequently shown separately may 
be required, but rarely, either in the income statement or balance 
sheet, is a breakdown asked of an item usually asked for only in 
total. 


Cost of Goods Sold and Other Schedules 


The third major statement asked for in both the interim and 
annual reports is Schedule IV—Cost of Goods Sold. The sched- 
ule requests the orthodox breakdown of the cost of goods sold 
shown on the income statement. However, leeway is provided for 
the use of specialized classifications of inventories and special ele- 
ments of cost. The provision for companies using a functionalized 
cost system has already been explained. In addition, special in- 
structions provide for merchandising companies and companies 
whose product is principally services, not goods. 

Schedules V, VI, and VII relating to fixed and intangible assets, 
reserves for depreciation, depletion and amortization, and other 
reserves, respectively, are required only in connection with the an- 
nual report. The asset schedule asks only for a subdivision into 
major categories of property and intangibles. Emergency facilities 
are required to be set out separately. The next schedule, VI, asks 
for a classification of reserves similar to the classification of assets. 
Schedule VII asks for a breakdown of other reserves by major 
classes. Both reserve schedules require a disclosure of the major 
credits and charges made thereto during the period. Credits to the 
reserve are also required to be analyzed to the extent practicable 
to show the accounts to which the charges offsetting such credits 
were made. In a note to the schedule of depreciation reserves a 
rather full statement of the policy and rates in force as to depre- 
ciation, depletion and amortization is required. 

Such is the selection of items, statements, schedules and detailed 
breakdowns called for. Obviously, it is not necessarily the only 
selection that might have been made or that would be appropriate. 
Other selections might be equally appropriate or better in some 
respects and less desirable in others. On the whole, however, it is 
believed that the forms represent a request which, without being 
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unduly burdensome, can be relied upon to-supply general financial 
data sufficient to enable the Office of Price Administration to come 
to some satisfactory general conclusions as to over-all profits and 
to find the jumping off spots for further consideration and for spe- 
cific inquiries directed to unit or commodity costs and other rele- 
vant data. 

There remain to be considered two questions. Who will be asked 
to file these reports, and what sort of examination and correction 
procedure will be followed? 


Who Will Be Asked To File? 


It was earlier mentioned that at least 25,000 American business 
corporations would be asked to file the proposed forms. This num- 
ber is estimated from the analysis of corporations filing income 
tax returns to include all corporations with over $250,000 of assets 
engaged in manufacturing, mining, quarrying, construction and 
related fields. It also includes a selection of larger retail units and 
most but not necessarily all companies of the above size engaged 
in various wholesale trades. Such standards of size are, in some 
part, arbitrary and it is expected that in those industries in which 
smaller sized companies are highly significant requests will be 
made, at least on a sample basis, of the smaller units, Conversely 
it is also possible that experience will indicate that in other indus- 
tries it may be desirable to establish a higher cut-off of say 
$500,000 or even more. Finally, it is to be assumed that the list 
will be re-edited from time to time to take care of unusual indi- 
vidual cases either by way of addition or elimination. 


Examination and Correction Procedure 


With so large a number of reports coming in and with constant 
pressure for rapid cumulation of data by groups of companies, 
it is apparent that there will be little time available for the correc- 
tion of reports if they are to be included in current statistics. It 
will be necessary, therefore, to utilize in place of a rigid-deficiency 
and amendment procedure, a method of examination that will ac- 
cept or reject reports as adequate or inadequate for statistical pur- 
poses. Where the review made indicates obvious inaccuracies, a 
procedure will be set up for advising the reporting company of the 
inaccuracies so as to ensure that the next report will avoid such pit- 
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falls. If the errors in question appear to be very serious, refiling 
will be requested in order to obtain reasonably satisfactory files on 
the individual company, even though because of time limitations 
it may not be possible to include that company’s figures in the 
current compilations. It is obvious also that it is more likely that 
correction will be asked of errors found in annual reports than 
in the case of the interim filings. Furthermore, since the request 
is for cumulative 3, 6, 9 and 12 months figures, it is to be presumed 
that notice of an error in, say, the first quarter report will result 
in corrections in the next filing. 
Penalties 

This leaves to be considered the penalties that are invited by 
willful failure to respond to the request to file or by willful falsi- 
fication of information filed. It is no part of a paper designed to 
explain the need for this program and the scope of the particular 
forms to discourse at length on the penalties that may be invoked 
against malingerers. But the need for reliable information is so 
apparent, and the value to business of having official action based 
on reliable and adequate data is so obvious, that it is only to be ex- 
pected that the vast majority of filings will involve no errors worse 
than misconstruction or misunderstanding of a particular item. 
Such errors should, and I think will, be overcome and eliminated 
as experience is gained in using the forms. 
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TENTATIVE STATEMENT ON ACCOUNTING 
FOR EXCESS LABOR COSTS 


By the Research and Technical Service Department 
National Association of Cost Accountants 


oath III of the N. A.C. A. Bulletin for August 15, 1941, 

contained a research report covering a study of “Accounting 
for Excess Labor Costs and Overhead Under Conditions of In- 
creased Production.” This report summarized replies to a question- 
naire designed to determine the practices of industrial companies 
in accounting for such added labor costs as overtime premiums, 
night shift premiums and the added cost of employee training 
programs. Because of the great variation in practice indicated by 
the questionnaire replies, the report had limited value as a guide 
to future practice. 

Possibly, the great variation in practice revealed by this study 
was due to the fact that the particular items of cost covered by 
the study were costs of a type new in the experience of most 
industrial accountants, and that there had not been sufficient time 
at the date the questionnaire was issued for any general agreement 
to develop on what should constitute proper accounting treatment 
of these new items of cost. This assumption is supported by the 
general tendency revealed by the study for companies using actual 
cost methods to include these added labor expenditures in costs 
and inventory values, and for companies using standard cost 
methods to follow the practice of excluding such items from their 
standards and inventory values. 

Realizing the importance of proper accounting for many types 
of added costs, of which overtime premiums, night shift premiums 
under present conditions of attempting to secure early general 
agreement on preferable practice, Mr. Milton H. Friedberg, Na- 
tional Director in charge of Research, authorized the Research and 
Technical Service Department to prepare a tentative statement on 
the subject. This statement was then submitted to a group of 
N. A.C. A. members in the industrial accounting, public account- 
ing, and teaching fields for their comments and suggestions for 
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by these members. 


The Problem 


First, let us state the problem as definitely as possible. The 
items of cost with which we are concerned are overtime premiums, 
night shift premiums and those costs resulting from employee 
training programs. The list might be greatly extended, but it is 
felt that these three are representative of the type of added costs 
which have arisen during the defense period and continued since 
we entered the war. Any treatment which is considered proper 
for these three specific kinds of expenditures will be equally 
proper for expenditures of the same general type. 

We are not concerned with all overtime premiums, night shift 
premiutns or employee training costs, but only with the additions 
to these costs induced by the defense and war effort. In some 
departments and for certain employees overtime may be normal; 
it may have occurred before the defense period began and be ex- 
pected to continue after the war is over. Some industries and 
some companies normally operate two or three shifts and pay 
premiums over regular rates for employees on the second and 
third shifts. Some companies carried on employee training pro- 
grams before the defense program was instituted and expect to 
continue this activity after the war is over ; but during the defense 
period this training program has been greatly expanded and its 
cost has increased out of all proportion to the increased activity 
of the business. It seems to be rather generally agreed that the 
normal costs involved in overtime, night shifts and increased em- 
ployee training are true costs of production and proper additions 
to the value of inventories. 

The costs with which we are concerned here are the added, 
excess or abnormal costs arising from overtime, night shifts and 
increased or added training programs brought on by the defense 
program and increased by our entry into the war. 

How are these costs to be accounted for? Are they to be treated 
as product costs and included in the values placed on inventories, 
or are they to be treated as costs or expenses of the period in which 
they are incurred and charged against the profit and loss for that 
period ? 

1206 


PERE, 


3B 


BRSEBS, 88 2 


ESE 


May 
—_ revision. The present statement incorporates the suggestions made AQ 
— 
« | | 
fac 


shift 


£8652 See 


May 1, 1942 


N. A. C. A. Bulletin 


A Question of Period of Absorption 

The central problem, it will be noted, is the determination of 
the period during which these items of cost are to be absorbed 
or charged against income. There is no question but that expendi- 
tures for these purposes are costs which must be recovered from 
income if the business is to break even or operate at a profit. The 
only question is which period’s income shall be charged for them. 
This problem is important because it involves the valuation placed 
on inventories and the distribution of profits and losses between 


Pies the problem is primarily one of inventory valuation— 
specifically, the valuation of work in process, manufactured parts 
and finished products—it relates most specifically to companies 
manufacturing for stock. Where goods are manufactured to cus- 
tomers’ orders the manufactured inventory will be small and the 
effect of its valuation on reported profits as between accounting 
periods will be less than in the case of the company which manu- 
factures a standard article for stock. 


“Product Costs” and “Period Costs” 

In industrial accounting theory and practice an important dis- 
tinction is made between two types of costs which will be referred 
to here as “Product Costs” and “Period Costs” for lack of better 
terms. Certain costs are assumed to belong to the goods produced 
—to attgch, as it were, to the units of product; while other costs 
are assumed to be costs of the period in which incurred and charge- 
able against that period’s income. To the extent that goods pro- 
duced in one period are sold in a later period, the costs which 
attach to these goods are deferred, i.e. not absorbed against the 


-income cf the period in which they are incurred. 


Are excess costs of overtime, night shifts and training programs 
product costs or period costs? Our first reaction is to classify them 
as product costs, for they represent costs of the production depart- 
ment and we are accustomed to think of production department 
costs as product costs and to consider costs of general administra- 
tion and selling as period costs. But a little consideration will 
reveal that there are important exceptions to the general rule that 
all production costs are properly assignable as product costs to the 
values placed on inventories. 
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Exceptions to General Rule 

1. When overhead is applied on a normal capacity basis, opera- 
tions at less than normal result in an under-absorption of overhead. 
It is generally accepted practice to charge this under-absorbed 
amount against current income. In other words, that portion of 
the fixed cost of the production division which is not absorbed 
because operations are less than normal is commonly treated as a 
period cost rather than as a product cost. 

2. Where standard costs are used, any excesses of actual costs 
over standard costs are reflected as debit balances in variance 
accounts. It is generally accepted practice to charge these debit 
variances directly to the profit and loss of the current period. 
Thus, these excess costs of production are treated as period costs 
rather than product costs. 

3. In valuing inventories at the end of a fiscal period, write- 
downs are often necessary because of obsolete and slow-moving 
products and because the values at which. the inventories are 
carried are in excess of market, measured either by current re- 
placement cost or current net realizable value. Such write-downs 
are. charged against the income of the current period. In other 
words, costs previously recognized as product costs are eliminated 
from product values and absorbed currently whenever it appears 
that the costs thus deferred in inventories may not be realized 


through the subsequent sale of the product. 


Should Excess Labor Costs Constitute Another Exception? 


Noting these exceptions to the general rule that all of the costs 
of the production division’ of a business are proper inclusions in 
inventory values, raises the question of whether the excess costs 
due to overtime premiums, night shift premiums and employee 
training are sufficiently similar to the items of cost involved in 
these exceptions to justify similar treatment. There is considerable 
basis for the opinion that they are. 

The expenditures for added overtime premiums, added night 
shift premiums and added employee training induced by the de- 
fense program and war effort are excess or added cost. By defini- 
tion they are costs which were not present prior to the beginning 
of the defense period and are not expected to continue after the 
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war. In this respect they resemble debit variances from standard 
costs of the current attainable type. When actual costs exceed the 
current standards the excess is treated not as a cost of producing 
the product but as a cost of the period resulting from inefficiencies 
and failure to achieve standard performance. In other words, 
costs which represent a temporary failure to operate at attainable 
standards are not considered proper additions to inventory values. 
No increased selling price arises because of a temporary decline 
in labor efficiency or from excessive usage of material. In the 
same way, a product acquires no greater selling price because it is 
produced during an overtime period instead of during regular 
hours or because it is produced by a night shift instead of a day 
shift. The added expendituress are still costs, but not costs which 
should be added to inventory values. 


Tendency to Eliminate Price Profits From Inventories 

During recent years the subject of inventory valuation has re- 
ceived rather extensive discussion in accounting publications and 
at meetings of accountants. One of the results of this discussion 
has been a better understanding of the effect on reported profits 
of various methods of applying material costs to sales income. 
Under the first-in, first-out method of accounting for materials 
so-called “inventory profits” are reported during periods of rising 
prices—profits which are reinvested in inventories at increased unit 
prices—while’ inventory write-downs and reduced gross margins 
result from periods of declining prices. There has been much 
discussion of the base stock method, the last-in, first-out method 
and the use of inventory reserves as methods of eliminating or 
reducing the effect of inventory profits during periods of rising 
prices and eliminating or reducing inventory write-downs and de- 
clining gross margins during periods of falling prices for those 
industries where inventory or price profits and losses are an im- 
portant consideration. While all accountants may not agree on 
the merits of the last-in, first-out, the base stock or the reserve 
methods for valuing inventories, there are few who do not appre- 
ciate the problem involved and the desirability of at least segre- 
gating the inventory or price profits. 
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Similar Need for Eliminating Excess Labor Costs 

A very similar problem of inventory valuation is involved in 
accounting for overtime premiums, night shift premiums, the added 
costs of employee training and similar added labor costs induced 
by the defense and war effort. If these costs are included in inven- 
tory values during the war period instead of being absorbed against 
current income, the war periéd will reveal larger profits due to 
the excess labor costs carried forward in inventories, while the 
period following the war will be charged with write-downs to elimi- 
nate these costs which cannot be recovered. Any statement of 
what will happen to prices after the war would be pure speculation, 
but the ending of hostilities will undoubtedly mean the elimination 
of excessive overtime, most nights shifts, and the need for training 
programs. It is unlikely that selling prices of products will long 


remain sufficiently high to provide for the reimbursement of these — 


excess costs incurred in a prior period. Doesn’t it seem more 
logical, then, to treat these excess costs as period costs to be written 
off currently rather than as product costs to be carried forward in 
inventories for absorption in a post-war period of reduced prices? 
Logic would appear to support an affirmative answer. 

There is one qualification to the above viewpoint which should 
be mentioned. In some companies increased ‘production has re- 
sulted in a reduced unit cost for overhead. Where this reduction 
in overhead is sufficient to offset increased material and labor costs, 
so that the total current cost of the product (including excess labor 
costs) does not exceed normal cost, there would appear to be little 
necessity for excluding the added costs of overtime premiums, 
night shift premiums and costs of training programs from product 
costs. However, with the increased material and labor costs now 
prevailing, it is unlikely that this condition exists in many com- 
panies. 

Problem With Respect to Government Contracts 

In accounting for government cost-plus-fixed-fee contracts the 
object is to accumulate by contracts all costs for which the con- 
tractor may obtain reimbursement. Included are certain costs which 
normally would be treated as period costs and written off against 
current profit and loss. But because reimbursement is by contracts 
and the contractor can obtain reimbursement only for the costs 
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applicable to each contract, it becomes necessary to relate all ex- 
penditures definitely to specific contracts. However, since the 
contractor is reimbursed through partial payments as the work 
progresses, the manufactured inventory for which reimbursement 
has not been received is likely to be relatively small, and the in- 
clusion of excess labor costs in that inventory will normally be 
approved by the accountant on the basis of their prospective 
realization through reimbursement by the government. 

Moreover, when goods are manufactured on government fixed- 
price contracts, it may be presumed that all of the extraordinary 
conditions under which the work was to be prosecuted were known 
when the order was taken and that the accepted price provides 
against all excessive costs. If so, no question arises of overvalued 
work in progress, manufactured parts and undelivered finished 
products, unless the total cost threatens to exceed the total price. 

Recent developments point to the desirability, in the case of fixed- 
price contracts as in the case of cost-plus-fixed-fee contracts, of 
allocating or applying costs directly to specific contracts, wherever 
possible. Undoubtedly, some of the unfavorable publicity regard- 
ing excess profits which has appeared recently has been based on 
accountants” failure to apply all costs to the contracts or lack of 
appreciation of the fact that the costs accumulated by the account- 
ant for inventory valuation purposes do not include all of the 
costs which must be recovered out of the selling price. With profit 
limitations on government contracts a possibility, it is to be ex- 
pected that accountants will give increased attention to seeing that 
all costs for which a contract is responsible are applied to it. 

The situation is quite different in the case of production for 
stock. Recovery of costs in the future is not assured by contract, 
but depends entirely on the future trend of prices. There is no 
necessity for applying all costs and expenses to products, for the 
selling price is made in the market place and not determined solely 
by the reported costs. Accordingly, it would appear illogical and 
unwise to defer in inventories as a charge against a future period, 
costs which have been induced by current conditions. Costs of 
this type influence current selling prices; they are not likely to 
influence prices once the war is ended and overtime and night 
shifts are eliminated. The arguments are all in favor of their 
absorption against current profit and loss. 
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Application to Jobs and Contracts 

A second question which is often raised with respect to these 
items of costs relates to the method of charging the individual 
jobs, contracts or products for them. Should they be charged 
to the specific jobs or contracts worked on during overtime hours 
or night shifts ; or should these costs be spread over all production 
through inclusion in overhead? For the company without govern- 
ment contracts the problem will not arise if these costs are excluded 
from product values as suggested above. Neither is it a problem 
for the company which is working exclusively on government 
contracts, since the application of costs between jobs is not so 
important when there is only one customer. The problem is of 
greatest importance in those companies which are producing partly 
for the government and partly for stock or non-government 
customers. 

Looking at the question entirely from the viewpoint of the divi- 
sion of these costs between government and non-government work, 
it is difficult to make a case for direct application. How can it 
be said that the job which happens to be worked on during over- 
time at the end of the week or during a night shift is responsible 
for the added labor cost resulting? Today overtime and night 
shifts are necessary because of the productive facilities and man- 
power available, working the 40 hours before overtime applies or 
working only one shift, cannot produce the goods demanded by 
both government and commercial customers. These costs do not 
arise because of any one contract or class of contracts, but are 
necessary because of the ratio between present demand for goods 
and the capacity available. If they are to be applied to jobs and 
contracts it would appear that all production should be charged for 
its proportionate share. This can be handled through inclusion in 
overhead, inclusion in labor standards or by separate application. 
Following the suggestions above, that part relating to commercial 
contracts might then be removed from product costs and charged 
to current profit and loss. 

A further objection to direct application of these costs arises 
from the position in which it places management in deciding which 
jobs and contracts shall be produced during overtime hours and 
by night shifts and thus receive the added labor charge. One 
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would not expect the government to agree to absorb all of these 
extra costs because management had decided to apply all overtime 
and night shift labor on government contracts; nor should the 
manufacturer be expected to absorb all of them because work on 
government contracts during regular hours had forced night shifts 
and overtime for production of commercial goods. Obviously, the _ 
most equitable as well as the most logical solution is to spread these 
costs over all production prorata through inclusion in overhead, in 
labor standards or through separate prorata application. 
R. P. Marple. 
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